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TWO POUNDS OF FLESH

observers start with the assumption that the

accounting profession has been guilty of a breakdown in
performance and failure to take appropriate disciplinary
action.

The litany of business failures and lawsuits

against accountants is cited as proof supporting such
a conclusion.
Some observers make the assumption that whatever

ills have occurred will be cured by the application
of new forms of stringent regulation and sanctions.

I am no

convinced that this is necessarily true.

I

believe a more careful analysis of what we are trying
to achieve with regulation and discipline and what is

likely to be successful in reaching such goals is

required before jumping to any conclusions.
The notion that there should be an effective

system for continuing regulation and disciplining of

a profession is a natural adjunct to the monopoly that
is granted to a qualified group under law.

It is rooted

in the belief that initial qualifying requirements are
not sufficient, standing along, to protect the consuming

public from malpractice.

The threat of punishment for
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wrongdoing by licensees is perceived to be an essential
part of the total scheme for public protection.

The question is can good believers and morality be

legislated?

The misdeeds of those who lack respect for

authority and the law probably will not be curbed by the
threat of punishment.

But most peop
le are likely to behave

better as a result of the threat of punishment for wrongassumption

that a system of discipline is necessary for the profession
and that the combined internal and external disciplinary

systems ought to be as effective as possible in protecting
the public from malpractice.

To accomplish this, it is

necessary to answer some difficult questions:

1.

What constitutes malpractice -- or what

types of misconduct should give rise to

discipline?
2.

What institutions should impose discipline
and what kinds?

WHAT IS MISCONDUCT?
Most people feel that they know misconduct when they
see it.

But when it comes to evaluating the performance
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of practicing CPAs there are many degrees of misconduct

that make disciplinary decisions very difficult.

Indeed,

in deciding circumstances when auditors should be held
liable, even the courts have had great difficulty in
defining where the dividing lines should be drawn.
Conscious violation of technical standards or

knowing participation in issuance of misleading
financial statements
Honest oversight or mistake

Gross negligence or recklessness
Should harm or damage be required as a condition

for discipline to be impos
ed?

What technical standard should be complied with?

Often no standard or not clear

Seldom clear whether a normally prudent auditor
would have uncovered a fraud
Behavioral rules

only conflicts of interest

and protection of privacy will survive

A suggested list for types of offenses calling for

discipline is as follows:
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1.

Performing services without competence
or due care or failing to adhere to
technical standards.

2.

Knowingly engaging in deceptive practices

or misrepresenting facts in the practice

of public accounting.
3.

Failing to adhere to rules on independence

and commissions when reporting on audits

of financial statements as an independent

auditor.

4.

Being found guilty of a felony for acts

whether or not related to the practice
of public accounting.
5.

Violating the confidence of clients except

as technical standards, the law, peer reviews

or disciplinary proceedings require such disclosure.
6.

Any unspecified acts, whether or not related
to the practice of public accounting, that
bring discredit on the entire profession.
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WHAT INSTITUTIONS SHOULD IMPOSE DISCIPLINE?
The question at issue here is whether the present
forms of discipline pf the public accounting profession
are sufficient to assure the levels of performance that

can reasonably be expected, given the nature of the
functions involved.

The Commission on Auditors’

Responsibilities addressed this question and concluded:
"The total system as it now exists, including

litigation and actions by regulatory bodies,

provides a reasonable level of protection to
the public.

Nevertheless improvements in the

system are warranted and should be implemented."
text
I generally agree with the conclusion.

With the

addition of a self-regulatory mechanism to deal with firm
entities, I believe no additional forms of regulation

are necessary.

To add additional layers would be to

extract not just one pound of flesh -- but two pounds.

The total system now includes:

1.

State Boards of Accountancy

2.

SEC injunctive and 2e proceedings
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3.

Litigations for civil damages or criminal
penalties

4.

Profession's self-regulation

State societies and AICPA

AICPA
Division for Firms

Litigation question - — self-regulation

not necessary because of threat of
money damages

SUMMARY AND CONCLUSIONS

The present system for disciplining the public

accounting profession is scattered among a number of
institutions, some governmental, some in the private

sector and, perhaps most important, the judicial system.
While there are some limited interrelationships between
these institutions, significant portions of the overall

disciplinary scheme function

others.

wholly independent of the

As a result, there are multiple layers of punish

ment for the same offense and the severity of the sanctions

imposed can vary widely depending upon the disciplining body:
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Because in recent years the profession’s performance
has been judged by its critics to be unsatisfactory, there

have been demands for additional and more effective dis
cipline.

The assumption is made that more aggressive

punishment will bring about a significant improvement
in the effectiveness of audits.

I doubt that this is so.

No doubt there were instances of audit failures in
the late 1960’s and early 1970’s, but not all of the
business failures during this period were attributable

to poor auditing performance by the profession.

Some

were the result of well-executed management fraud and

others occurred simply because bad management decisions

led to bankruptcy.

Others occurred because the profession

was too inclined to permit accounting treatments that

conformed to generally accepted accounting principles
even though the circumstances called for different
treatments to make financial statements not misleading.
A rapid increase in the number of lawsuits against

accounting firms occurred during this period.

The firms

may have been slow to recognize the significance of this

development in the early stages but there is little doubt
that today they are expending great effort toward preven
tative measures.

Also, the firms have become far less

prone to bend to management pressures and the emergence
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of stronger client audit committees has significantly
strengthened the independent position of auditors.
To the extent that such preventative measures have

already been taken due to pressures under the existing

system of discipline, it is highly debatable whether
additional layers of discipline will yield any signifi
cant degree of improvement in performance.

The penalties

for malpractice are already so severe that few firms are
likely to be careless about the quality of their work.

Nevertheless, there is generally a considerable lag
in time between the occurrence of poor performance by a

profession and the point at which public concern becomes
sufficiently aroused to take corrective action.

if

ever, is the barn door locked before the horse is

st
olen.

When action is taken, however, it tends to go

further than necessary and sometimes ignores the fact

that the identified problem has already been resolved
during the interim by the actions of existing institu
tions .
There is little reason to believe that the public

accounting profession’s experience will vary from this
pattern.

Indeed, it is already

a certainty that

a new layer of discipline will be imposed either through
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the AICPA sponsored Division for CPA Firms, the SEC, or a

newly legislated regulatory body.

It is also possible

that some combination of these alternatives will evolve.
The eventual outcome depends to a substantial degree

on how far the profession elects to go in imposing on
itself or its clients a number of perceived cures for

past failures in corporate accountability.

Principal

among these are:

1.

Required independent audit committees

for audit clients.
2.

Reports to the public on deficiencies in
the systems of internal control of audit

clients.
3.

Restrictions on the scope of consulting

services provided to audit clients.
The SEC is aggressively pressing the profession to

act on

these matters.

If the profession falls

short of expectations in its response, there is the clear
implication that the SEC will take action on its own through

rulemaking or by seeking legislation if additional authority
is required.
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In addition to these immediate challenges, the

profession continues to be faced with the crucial problem
of what to do with respect to disciplinary proceedings

when litigation is involved.

The proposed actions on all of these matters are
the subject of substantial controversy within the pro-

fession and it remains to be seen how far the profession

will go toward accommodating the wishes of the SEC and
critics in Congress.

Whatever happens, the tide of

sentiment for reforms in corporate accountability and
the effectiveness of auditors is running so strong that

additional governmental regulation of the profession will

be difficult to avoid.
In the end, it may make little difference whether
existing forms of discipline are adequate to provide as

much public protection from malpractice as is reasonably
attainable.

When extensive wrongdoing occurs in the bus

iness community, such as the recent revelations about
illegal political contributions, bribes, and off-book

slush funds, new forms of regulation will be devised and

superimposed on existing systems of discipline.

When

dramatic business failures occur unheralded in the future,
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additional steps are likely to be taken to place even

further corrective pressure on the auditing profession.
This search for total assurance against error is likely
to continue even though the goal is clearly unattainable.

In the past, the belief that governmental intervention

will solve most of our country’s problems has led to a huge

bureaucracy that touches nearly every facet of our lives.
Lately, however, there is a growing recognition that this
belief is not entirely warranted by our experience with

big government.

Even so, it will be a major achievement

if the profession’s actions toward self-regulation prove
to be successful in convincing its critics that additional
governmental regulation is unnecessary.

